Labor market reform and price stability : an application to the euro area by Thomas Borao, Carlos & Zanetti, Francesco
LABOR MARKET REFORM AND PRICE 
STABILITY: AN APPLICATION
TO THE EURO AREA
Carlos Thomas and Francesco Zanetti
Documentos de Trabajo 
N.º 0818
2008
LABOR MARKET REFORM AND PRICE STABILITY:
AN APPLICATION TO THE EURO AREA
LABOR MARKET REFORM AND PRICE STABILITY:
AN APPLICATION TO THE EURO AREA (*)
Documentos de Trabajo. N.º 0818
2008
(*) The paper represents the views and analysis of the authors and should not be thought to represent those of 
the Bank of England or the Bank of Spain. We are grateful to Giuseppe Bertola, Bob Hills, Robert King, Michael 
Krause and seminar participants at the International Research Forum on Monetary Policy, the Bank of England 
and the Bank of Spain for their comments and suggestions. All remaining errors are ours.
(**) Correspondence: Carlos Thomas, Bank of Spain, Research Department, Calle Alcalá 48, 28014 Madrid, 
Spain. Tel: +34-913386280. Fax: +34-913385486. Email: carlos.thomas@bde.es.
(***) Correspondence: Francesco Zanetti, Bank of England, Threadneedle Street, London EC2R 8AH, U.K. 
Tel: +44-2076015602. Fax: +44-2076015018. Email: francesco.zanetti@bankofengland.co.uk.
Carlos Thomas (**)
BANCO DE ESPAÑA
Francesco Zanetti (***)
BANK OF ENGLAND
The Working Paper Series seeks to disseminate original research in economics and fi nance. All papers 
have been anonymously refereed. By publishing these papers, the Banco de España aims to contribute 
to economic analysis and, in particular, to knowledge of the Spanish economy and its international 
environment. 
The opinions and analyses in the Working Paper Series are the responsibility of the authors and, therefore, 
do not necessarily coincide with those of the Banco de España or the Eurosystem. 
The Banco de España disseminates its main reports and most of its publications via the INTERNET at the 
following website: http://www.bde.es.
Reproduction for educational and non-commercial purposes is permitted provided that the source is 
acknowledged.  
© BANCO DE ESPAÑA, Madrid, 2008
ISSN: 0213-2710 (print)
ISSN: 1579-8666 (on line)
Depósito legal: M. 43977-2008
Unidad de Publicaciones, Banco de España
Abstract
This paper studies the effect of labor market reform, in the form of reductions in fi ring costs 
and unemployment benefi ts, on infl ation volatility. With this purpose, we build a New Keynesian 
model with search and matching frictions in the labor market, and estimate it using Euro Area 
data. Qualitatively, changes in labor market policies alter the volatility of infl ation in response to 
shocks, by affecting the volatility of the three components of real marginal costs (hiring costs, 
fi ring costs and wage costs). Quantitatively, we fi nd however that neither policy is likely to have 
an important effect on infl ation volatility, due to the small impact of changes in the volatility of 
the labor market on infl ation dynamics.
Keywords: Labor market policies, Search and matching frictions, New Keynesian model.
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